Market Waypoint | Is Your ETF Dividend Income Qualified?
One commonly overlooked element of investment tax planning relates to what the IRS calls qualified dividend
income, or QDI. Since 2003, certain “qualified” dividends are taxed at investors’ capital gains rates rather than
ordinary income rates. In 2013, these capital gains rates (0%-20%) are significantly lower than ordinary income
rates (up to 39.6%), particularly for high-earners.
The requirements for a dividend to get this coveted “qualified” status are complex. More important than your
understanding of the details are the broader implications. Firms domiciled in the U.S. (or in a place with a U.S.
tax treaty) who pay dividends on stock held for at least 61 days prior to the ex-dividend date will generally get
“qualified” status. For conversation purposes, that means most U.S. stocks and some international stocks, which
are being held long-term.
When choosing investments in ETFs, CEFs, and mutual funds, it is particularly important to review the
investments history in producing qualified dividends. For example, while some S&P 500 ETF funds produce 100%
qualified dividends, some Russell 2000 funds produce only 70% qualified dividends. That means you could be
paying your higher ordinary income tax rates on 30% of the dividends you receive from the Russell 2000 fund.
This problem is often encountered when selecting international and emerging market funds, and so they should
be analyzed with special scrutiny.
Every custodian’s platform handles QDI accounting a little differently. It’s helpful to know your custodian’s
process. At Fidelity Investments, dividends will be journaled by default to “non-qualified” until the fund or
company sends confirmation of its qualified status. That makes it important to review these details when you
are preparing your tax returns, but not before—that would be a waste of your time since some dividends will be
re-categorized at year end. While rare, it can happen that dividends that should be qualified are not properly
accounted for. As the taxpayer, you should make this final review yourself or ask your advisor to make that
review for you. If you are seeing significant non-qualified dividends on your 1099-DIV, your strategy likely needs
adjustment.
In short, investors need to be mindful of dividend tax treatment both at the time of investment acquisition and
during annual tax filing. That awareness will reward you with more efficient fund selection decisions, and better
choices as to which accounts will house particular investments. Dividends on investments held in 401ks and
IRA’s are tax-deferred, so those accounts can be helpful when working with non-qualified dividends.
Investment decision making involves factors that are fundamentally unknowable. That makes it doubly
important to focus attention on what is knowable—like your QDI situation.

For reference, attached below is 2012 QDI data for BlackRock’s popular iShares line of ETFs.
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